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Abstract

In the dynamic world of Midwest manufacturing, where the U.S. manufacturing boom is
driving unprecedented opportunities, financial decision-making is more critical than ever.
Traditional metrics like gross margin, while valuable for long-term planning, often lead
manufacturers astray when applied to short-term operational decisions. By including
fixed costs, gross margin obscures the true profitability of individual products, orders, or
production runs, leading to flawed pricing, resource allocation, and cash flow
management. This white paper argues that variable margin—revenue minus variable
costs—is a superior metric for short-term decision-making in manufacturing. Through
practical examples, case studies, and actionable strategies, we demonstrate how
Midwest manufacturers can escape the gross margin trap and leverage variable margin
to thrive in today’s competitive landscape. With the bespoke financial expertise of
Chicago Style CFO Services, manufacturers can harness Chi-Town grit and
determination to build profitable, resilient businesses.

Introduction: The Gross Margin Trap in Manufacturing

The Midwest manufacturing sector is experiencing a renaissance, fueled by federal
incentives like the CHIPS Act, the Inflation Reduction Act, and the reshoring of critical
industries. Manufacturers in lllinois, Michigan, Indiana, Ohio, and Wisconsin are scaling
operations, securing new contracts, and navigating volatile supply chains. Yet, many are
making critical financial decisions based on a flawed metric: gross margin.

Gross margin, calculated as revenue minus the cost of goods sold (COGS), which
includes both variable and fixed costs, is a cornerstone of financial reporting. It provides
a broad view of profitability, ensuring fixed costs like factory rent or equipment
depreciation are covered over time. However, its inclusion of fixed costs—expenses that
remain constant regardless of production volume—makes it a poor tool for short-term
operational decisions. In a fast-paced manufacturing environment, where managers
must quickly adjust pricing, prioritize products, or respond to supply chain disruptions,
gross margin creates a fog that obscures actionable insights.



Enter variable margin, a metric that focuses solely on revenue minus variable costs
(e.g., raw materials, direct labor, utilities tied to production). By excluding fixed costs,
variable margin reveals the incremental profitability of each unit produced, empowering
manufacturers to make agile, informed decisions. This white paper explores why gross
margin leads to flawed decisions, how variable margin offers clarity, and how Midwest
manufacturers can adopt this metric to drive profitability and growth.

1. Understanding Gross Margin: A Flawed Lens for Decision-Making

1.1 Defining Gross Margin

Gross margin is calculated as:

Gross Margin = (Revenue — COGS) / Revenue

COGS includes both variable costs (e.g., raw materials, direct labor) and fixed costs
(e.g., factory rent, machinery depreciation). Expressed as a percentage, gross margin
shows how much revenue remains after covering production costs, making it a popular
metric for assessing overall business health.

For example, a Midwest auto parts manufacturer with $1 million in revenue and
$600,000 in COGS (including $400,000 in variable costs and $200,000 in fixed costs)
has a gross margin of 40%. This figure is useful for long-term planning, such as
budgeting for capital investments or reporting to investors, but it falls short in dynamic
operational contexts.

1.2 The Fixed Cost Problem

Fixed costs, such as rent, equipment leases, or salaried staff, are typically locked in for
months or years. In the short term, these costs are non-negotiable, rendering gross
margin a blunt tool for decisions like pricing a new order or prioritizing a product line.
For instance, a manufacturer evaluating a rush order cannot reduce factory rent to
make the order profitable, but they can adjust material sourcing or labor
allocation—costs captured by variable margin.

1.3 Why Gross Margin Misleads

Gross margin’s inclusion of fixed costs distorts short-term profitability signals. Consider
a scenario where a Michigan machinery manufacturer is offered a $100,000 contract.
The variable costs to fulfill the order are $60,000, yielding a variable margin of 40%.
However, when fixed costs are included, the gross margin drops to 20%, making the
order appear less attractive. By focusing on gross margin, the manufacturer might reject
the order, missing out on a profitable opportunity that contributes to fixed costs and
overall profitability.



1.4 The Persistence of Gross Margin

Despite its limitations, gross margin remains entrenched due to its simplicity, alignment
with accounting standards, and use in financial reporting. However, in the context of the
Midwest manufacturing boom—where agility is paramount—relying on gross margin is a
recipe for failure.

2. The Power of Variable Margin: A Clearer Path to Profitability

2.1 Defining Variable Margin

Variable margin is calculated as:

Variable Margin = (Revenue — Variable Costs) / Revenue

Variable costs are those directly tied to production volume, such as raw materials, direct
labor, and utilities like electricity for machinery. By excluding fixed costs, variable margin
isolates the profitability of each unit produced, offering a laser-focused view of
short-term financial impacts.

For example, an lllinois electronics manufacturer with $500,000 in revenue and
$300,000 in variable costs has a variable margin of 40%. This metric shows the direct
contribution of each sale to covering fixed costs and generating profit, making it ideal for
operational decisions.

2.2 Why Variable Margin Matters
Variable margin excels in scenarios requiring quick, precise decisions:

e Pricing: It sets a clear floor for pricing, ensuring each sale covers incremental
costs and contributes to fixed costs.

e Product Prioritization: It identifies high-margin products to maximize resource
allocation.

e Order Evaluation: It assesses the profitability of new or rush orders without the
distortion of fixed costs.

e Crisis Response: It provides real-time insights into cost fluctuations, such as raw
material price spikes.

2.3 Real-World Example

A Wisconsin medical device manufacturer faces a decision to accept a $200,000 order
for a low-volume product. Variable costs are $120,000, yielding a variable margin of
40%. However, including $50,000 in allocated fixed costs drops the gross margin to
15%. By focusing on variable margin, the manufacturer accepts the order, recognizing it



contributes $80,000 to fixed costs and profit. A gross margin focus might have led to
rejection, costing the firm valuable revenue.

3. The Midwest Manufacturing Boom: Why Agility Matters

3.1 The Resurgence of U.S. Manufacturing

The Midwest is at the heart of a manufacturing renaissance, driven by federal policies
like the CHIPS Act and Inflation Reduction Act, which have funneled billions into
semiconductors, green energy, and infrastructure. lllinois alone supports over 600,000
manufacturing jobs, while states like Michigan and Ohio are seeing record investments
in automotive and aerospace. Reshoring trends are also bringing production back to the
U.S., creating opportunities for small and mid-sized manufacturers.

3.2 Challenges of the Boom
This growth comes with volatility:

e Supply Chain Disruptions: Global shortages and logistics delays increase raw
material costs.

e Labor Market Pressures: Skilled labor shortages drive up wages.
e Cost Volatility: Fluctuating commodity prices impact profitability.

In this environment, manufacturers need metrics that enable rapid, informed decisions.
Gross margin, burdened by fixed costs, fails to reflect these dynamic conditions.

3.3 Variable Margin as the Solution
Variable margin aligns with the need for agility. By focusing on costs that change with
production, it allows manufacturers to:

e Adjust pricing in response to material cost spikes.
e Prioritize products with the highest contribution to profit.

e Evaluate new orders in real time, ensuring cash flow stability.

4. The Gross Margin Trap: Common Pitfalls in Manufacturing

4.1 Pitfall 1: Misguided Pricing Decisions

Gross margin can lead to overpricing or underpricing. A Chicago-based machinery firm,
for example, used gross margin to set prices for a competitive bid. Including fixed costs
inflated their cost base, resulting in a bid 20% higher than competitors, costing them a



$1 million contract. Variable margin would have revealed a healthy 35% margin,
allowing a competitive yet profitable bid.

4.2 Pitfall 2: Misallocated Resources

Gross margin can obscure which products drive profitability. An Ohio manufacturer
prioritized a product with a 30% gross margin over one with a 20% gross margin.
However, variable margin analysis showed the “lower-margin” product had a 50%
variable margin due to lower raw material costs, making it more profitable per unit. By
focusing on gross margin, the firm wasted capacity on a less profitable product.

4.3 Pitfall 3: Cash Flow Mismanagement

Gross margin obscures cash flow implications. An Indiana aerospace manufacturer
accepted a large order based on a 25% gross margin, not realizing the variable costs
consumed 90% of the revenue upfront. This strained cash reserves, delaying supplier
payments. Variable margin would have highlighted the order’s slim 10% contribution,
prompting a more cautious approach.

4.4 Pitfall 4: Inflexibility in Crisis

During a raw material shortage, a Michigan auto parts maker relied on gross margin to
assess cost increases. The inclusion of fixed costs diluted the impact of a 20% material
price spike, leading to delayed adjustments. Variable margin would have immediately
flagged the reduced per-unit profitability, enabling faster supplier negotiations or
production shifts.

5. Escaping the Trap: Adopting Variable Margin

5.1 Step 1: Refine Cost Tracking
To leverage variable margin, manufacturers must accurately separate variable and fixed
costs. This requires:

e Detailed Cost Accounting: Use ERP systems to categorize costs.

e Regular Audits: Ensure costs like utilities or overtime are correctly classified as
variable.

e Example: A Midwest electronics firm implemented NetSuite to track variable
costs, revealing a 15% overestimation of material expenses.

5.2 Step 2: Build Real-Time Dashboards
Variable margin dashboards provide instant insights into per-unit profitability. Key
features include:



e Product-Level Margins: Track variable margins by product line or SKU.
e Order Analysis: Assess new orders in real time.
e Scenario Modeling: Test the impact of cost changes or production shifts.

e Example: An lllinois manufacturer used a dashboard to identify a low-margin
product, redirecting resources to boost overall profitability by 10%.

5.3 Step 3: Train Teams
Educate operations, sales, and finance teams on variable margin’s value. Key actions:

e Workshops: Train staff to use variable margin in pricing and production decisions.
e Incentives: Align bonuses with variable margin targets.

e Example: A Wisconsin firm trained its sales team to prioritize
high-variable-margin products, increasing revenue by 12%.

5.4 Step 4: Integrate with Strategy
Use variable margin to guide:

e Pricing: Set prices above variable costs to ensure contribution to fixed costs.
e Production Planning: Prioritize high-margin products during capacity constraints.

e Crisis Management: Adjust quickly to cost or demand fluctuations.

6. Variable Margin in Action: Case Studies

6.1 Case Study 1: Turning Around a Struggling Manufacturer

A Michigan auto parts manufacturer was losing market share due to uncompetitive
pricing. Gross margin analysis suggested a 20% margin across products, but variable
margin revealed one product line had a 45% margin while another was only 10%. By
focusing production on the high-margin line, the firm increased profits by 18% in six
months.

6.2 Case Study 2: Scaling with Federal Incentives

An lllinois semiconductor firm applied for CHIPS Act funding. Gross margin analysis
suggested limited profitability for a new product, but variable margin showed a 50%
margin per unit. This insight justified the investment, securing $5 million in funding and
doubling production capacity.

6.3 Case Study 3: Navigating a Supply Chain Crisis
An Ohio medical device maker faced a 25% raw material cost increase. Gross margin



obscured the impact, but variable margin analysis showed a 15% drop in per-unit
profitability. The firm renegotiated supplier contracts and adjusted pricing, maintaining
profitability without layoffs.

7. When to Use Gross Margin
Gross margin remains valuable for:
e Long-Term Planning: Ensuring fixed costs are covered over time.
e Investor Reporting: Providing a standardized view of profitability.
e Budgeting: Allocating resources for capital investments or expansion.

However, for short-term decisions—pricing, product prioritization, or crisis
response—variable margin is the superior metric. Combining both metrics creates a
holistic financial strategy, with gross margin guiding long-term goals and variable margin
driving daily operations.

8. The Role of Financial Leadership

8.1 The Need for Strategic CFOs

Navigating the gross margin trap requires expert financial leadership. Many small and
mid-sized manufacturers lack in-house CFOs, making outsourced CFO Services
critical.

8.2 Building a Culture of Agility
Financial leaders must foster a culture that prioritizes variable margin. This includes:

e Aligning teams around profitability metrics.
e Investing in technology for real-time insights.
e Encouraging data-driven decision-making.

8.3 Leveraging Technology

Al-driven analytics and ERP systems enhance variable margin tracking. For example,
integrating variable margin dashboards with NetSuite allows manufacturers to monitor
profitability in real time, enabling rapid responses to market changes.

9. The Future of Financial Decision-Making



9.1 Industry 4.0 and Variable Margin

As manufacturing embraces smart factories and loT, variable margin will become even
more critical. Real-time data from connected machines can feed into variable margin
models, enabling instant adjustments to production plans.

9.2 Preparing for Volatility

With ongoing supply chain and cost challenges, variable margin equips manufacturers
to stay agile. By focusing on controllable costs, firms can pivot quickly without being
weighed down by fixed expenses.

9.3 Chicago Style CFO Services as Your Partner

Our bespoke CFO concierge services, rooted in Chi-Town grit and determination,
empower Midwest manufacturers to escape the gross margin trap. From custom
dashboards to 24/7 support, we deliver the financial expertise needed to thrive in the
manufacturing boom.

10. Conclusion: Escaping the Gross Margin Trap

The gross margin trap is a silent killer of manufacturing profitability, leading to flawed
pricing, misallocated resources, and cash flow crises. By shifting to variable margin,
Midwest manufacturers can gain the clarity and agility needed to navigate the U.S.
manufacturing boom. With precise cost tracking, real-time dashboards, and strategic
financial leadership, firms can make decisions that drive growth and resilience.

Chicago Style CFO Services stands ready to guide manufacturers out of the gross
margin trap. Our tailored, 24/7 CFO support, infused with Chi-Town grit, empowers
clients to build successful businesses in the heart of America’s industrial renaissance.
Embrace variable margin, harness your determination, and let us help you forge a
profitable future.

Contact Chicago Style CFO Services today for a free financial health assessment and
discover how focusing on variable margin can transform your manufacturing business.



